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KEY ECONOMIC INDICATORS: 
(In Billions of Current U.S. 


1986 
DOMESTIC ECONOMY 
Population (millions) 10.65 
Population Growth (3%) tak) 
GDP (current dollars) fiaD 
GDP per capita (curr't $) 2019 
GDP % change (1985=100)# 101.5 
CPI % change (1985=100)# 106.0 


PRODUCTION AND EMPLOYMENT 
Labor Force (thousands) 4910 
Industrial Production 


% Growth (1984=100) ## 10245 
Agricultural Production 
% Growth (1984=100) ## 95.42 


CURRENT ACCOUNT 


CONVERTIBLE CURRENCY ACCOUNT 


Exports 4.14 
Imports 5.68 
Trade Balance (354) 
Current Account Balance (1.42) 


NONCONVERTIBLE CURRENCY ACCOUNT 


Exports 5,01 
Imports 4.96 
Trade Balance ok? 
Current Account Balance ‘ke 
Gross Convertible Debt 15.09 
Net Convertible Reserves 2.99 
Average Exchange Rate 

(X HFT = $1.00) 45.93 
U.S.-HUNGARIAN TRADE** 

U.S. Exports to Hungary -098 
U.S. Imports from Hungary 247 
U.S. Share of Hungarian 
Convertible Currency Market ($%) 
--Hungarian Exports 5.48 
--Hungarian Imports 1.96 


Sources: 
Ter ,. U.S. 


** Differs from Hungarian statistics. 
## volume terms. 
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HUNGARY 
Dollars Unless 
1987 1988* 
10:62 10.62 
0 0 
24.0 2530 
2260 2354 
104.0 104.5 
£ETS:30 130.0+ 
4885 4800 
LOG. 2 HO? SO 
937 95:65 
5.014 Sao 
SOT 5320 
003 0.05 
(0.85) tc) 
4.82 AA 
AST A.3 
tO ert 
26 a3 
UV ct 26 18.8 
2.48 DvsO 
47.67 48.00 
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S235 
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* Estimated. 
# Nominal constant forint 
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1989* 
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National Bank of Hungary, Central Statistics Office, 
Department of Commerce. 





SUMMARY * 


A domestic durables buying spree and more favorable performance 
in foreign trade contributed to 2.5 percent growth in GDP in 
1987, signaling Hungary's last hurrah before the onslaught of 
three to five years of self-induced austerity brought on by 
Hungary's hard currency crunch. Second half measures intended 
to dampen domestic liquidity combined with impressive gains in 
hard currency exports to bring down the country's hard currency 
current account deficit from 1986's $1.42 billion to a more 
manageable $850 million. But net hard currency debt grew to 
$17.5 billion, the highest per capita debt in Eastern Europe, 
largely on the strength of new borrowing and a shift in 
sourcing from dollar to yen/deutschemark borrowing. Resultant 
tightening of import restrictions has increased the importance 
of countertrade and long-term industrial cooperation. However, 
increased use of World Bank financing and signs of new interest 
‘in competitively-priced U.S. products have opened new 
opportunities for U.S. exports. 


Introduction of new income and value-added taxes, as well as a 
reduction in central controls over consumer prices and 
subsequent increases in retail prices, raise increased concern 
that inflation is likely to exceed the targeted 15 percent in 
1988. Moreover, signs that neither the Hungarian Government 
nor local creditors are willing to take action to liquidate 
insolvent enterprises in such sectors as metallurgy and mining, 
as well as certain agricultural cooperatives, suggest that the 
government could have difficulty in reaching its target of a 10 
billion Hungarian forint (HFT) ($200 million) budget deficit. 
This in turn would threaten the government's goal of achieving 
a $500 million hard currency current account deficit in 1988, a 
precondition for continued international lending confidence in 
the Hungarian economy. 


U.S. agricultural and related industrial products continue to 
maintain good potential for direct sales to Hungary, with 
available World Bank financing making direct sales 
poss#bilities best in agriculture, energy, telecommunications, 
process industries and transportation. Attempts to restructure 
and increase production efficiency, moreover, have created new 
opportunities for consultancy contracts as enterprises strive 
to emphasize "“know-why" as much as "Know-how." Recent 
liberalization of joint venture laws provide similar 
opportunities in direct investment. Sixteen U.S.-Hungarian 
joint ventures currently are operating in Hungary. 


*This report was prepared in July 1988. 








PART A: CURRENT ECONOMIC SITUATION AND TRENDS 


Overview: Resource Constraints Force Emphasis on Reform, 
Foreign Trade 


Hungary possesses few natural resources other than agriculture, 
rich bauxite deposits, and some lesser coal, oil, and natural 
gas deposits. A strategic location in the heart of Central 
Europe, a dynamic, well-educated population and a recent 
history of government policies favoring exports nonetheless 
combine to give the Hungarian economy a remarkable degree of 
openness. Foreign trade today accounts for about 55 percent of 
gross domestic product (GDP). 


The ongoing New Economic Mechanism reform program is the 
lynch-pin of Hungarian economic and social policy. Its 
tendency to support decentralization, private initiative, 
market orientation, and social pluralism has helped shape 
Hungary's development since initiation in 1968. Emphasis on 
foreign trade and reform has helped push the nation's level of 
economic development ahead of all East European countries 
except East Germany and Czechoslovakia. Hungarians arguably 
enjoy the best quality of life in Eastern Europe, though 
austerity policies intended to free up resources for export 
promise to lower living standards for the average Hungarian 
throughout the foreseeable future. 


Partial retrenchment in the early 1970s contributed to a 
delayed reversal of many of the reform's early gains. AS a 
result, Hungary's growth rate fell from about 6 percent in 
1971-78 to just 1.5 percent during 1979-86. External accounts 
reached their lowest point in 1986, when the hard currency 
current account registered a record deficit of $1.41 billion. 
More favorable performance in foreign trade, including a 4 
percent increase in ruble and 1 percent increase in hard 
currency terms of trade, combined with tightened domestic 
liquidity to bring the hard currency current account deficit 
down to below $850 million in 1987. 


At the same time, a retail durables buying spree induced by 
widespread expectations of 1988 price increases augmented 
foreign trade's effects on the national economy, pushing GDP up 
2.5 percent from 1986. A first half explosion in domestic 
money supply brought on by the newly created commercial banks' 
aggressive lending policies forced the National Bank to sharply 
reduce the availability of refinancing credits, catching the 





two largest commercial banks short and forcing a brokered 
rescheduling agreement. The government currently is focusing 
on consolidation of two reforms; first, the 1987 banking 
reform, which replaced the National Bank's banking monopoly 
with a two-tiered central/commercial banking system, and 
second, the January 1988 introduction of the personal and 
value-added taxes. Both measures were intended to support the 
reform goal of more rational and transparent use of investment, 
production, and labor resources, and both have had the effect 
(directly and indirectly) of pushing up average rates of 
interest and prices of retail goods. 


Outlook for 1988: Paying the Piper 


In 1988, austerity will take its first bite out of what had 
been Hungary's ostensibly increasing living standards. 
Inflation is optimistically targeted at 15 percent and the 
standard of living is projected to drop some 9 percent, 
although most Hungarian observers tend to believe both figures 
will exceed their targets. Credit availability for individual 
and corporate borrowers is being further tightened in the wake 
of last year's liquidity roller coaster ride. Subsidies to 
loss-making enterprises and consumer products are slated for 
reduction, while "restructuring" exercises at loss-making 
mining, metallurgy, and other enterprises are expected to force 
a few hundred redundant employees into early retirement or 
temporary unemployment, a new phenomenon given Hungary's 
constitutional "right" to employment. 


On the external side, Hungary is working to secure a one-year 
IMF standby of $350 million based on Hungary's meeting certain 
qualitative and quantitative conditions. The IMF insists that 
these include a 1988 maximum hard currency current account 
deficit of $500 billion and budgetary deficit of 10 billion 
forints (about $200 million). In addition, the IMF will urge 
market-oriented changes in the wage and price structures and 
development of a new law of corporate association, which would 
provide the legal basis for the conversion of some state 
enterprises into joint stock companies. Together with World 
Bank ‘loans worth millions of dollars and up to $2 billion in 
Western credits, Hungary's credit reputation appears assured 
through 1988 (notwithstanding the Japanese' downgrading of 
Hungary's credit rating from AA to A- in February 1988), 
provided Hungary is able to meet the performance criteria of 
the standby. 


Convertible currency trade increased nearly 20 percent from 
1986 levels and trade with CMEA (Council for Mutual Economic 
Assistance) countries (chiefly the Soviet Union, 
Czechoslovakia, Poland, and the German Democratic Republic) 








fell some 3 percent in 1987, restoring the roughly 50-50 
division of Hungarian trade between convertible and 
non-convertible trade that existed from the late 1970s until 
1985. In addition to its CMEA membership, Hungary belongs to 
the International Monetary Fund, the International Finance 
Corporation, the General Agreement on Tariffs and Trade, the 
International Wheat Council, and the International Bank for 
Reconstruction and Development (the World Bank). 


Industry: Export Promotion and the Buyers' Spree 


The year 1987 saw industrial expansion of 3.7 percent, up 50 
percent from production targets. Increases in durable buying 
and exports provided the demand basis for this production 
Surge. Three percent reductions in real socialist sector 
industrial wages and decreased energy and material consumption 
contributing to a 6 percent increase in worker efficiency 
enabled industry to meet the demand. 


Chemical production, with a 7 percent volume increase, showed 
the greatest buoyancy. The electric, light, and machine 
industries turned in more modest, though still above-target 
performances. Chemical, light, and metallurgical industries 
led exporting industries. Total industrial hard currency 
exports reached $3 billion and ruble exports rose to 6.35 
billion rubles. The pace of effort towards restructuring was 
slow, however, as only two of Hungary's estimated 300-plus 
insolvent state firms were liquidated--only one 
involuntarily--and six reorganized. 


The most significant factor spurring increased industrial 
production was the unexpected surge in domestic absorption, 
rose 2 percent instead of contracting. This in turn was fed by 
the second half retail buying surge which pushed retail trade 
volume up 13.3 percent (in current prices) from 1986 levels. 
This buying flurry was based largely on popular expectations of 
rising prices and reduced buying power in 1988. The effects of 
this buying splurge were not entirely positive, given that 
buyers understandably targeted heavily subsidized goods for 
which subsidies were slated for reduction. Food product sales, 
for example, were up 10.46 percent in current prices, while 
those for clothing and building supplies were up substantially 
from 1986; all three groups contain heavily subsidized items. 


In 1986, the Hungarian Government began a 5-year, $800 million 
World Bank-assisted program of industrial restructuring. It 
combines continuing emphasis on industry-wide financial and 
other macroeconomic reforms, with annual projects aimed at 





restructuring selected sub-sectors to promote their 
decentralization and modernization. In 1986, $50 to $60 
million were budgeted for plastics processing, the first such 
targeted subsector. Additional funds were expended for 
modernization and capacity expansion of the meat industry, 
followed in 1987 by $150 million in loans keyed to tax reform 


and focused on the rubber, agricultural machinery, and food 
machinery subsectors. 


Later in 1988, Hungary will conclude the third loan for 
restructuring of vacuum technology, road vehicle production, 
and related industries. In addition, the World Bank has 
provided $70 million to support upgrading and reorganization of 
the telecommunications sector. The Ministry of Industry is 
pursuing its own program of industrial adjustment, which 
appears to call for increased emphasis on technological 
development, export promotion, import substitution and the 
elimination of producer subsidies for inefficient small and 
medium-sized enterprises. 


The government continues to downplay investment in order to 
free up resources to support balance of payments equilibrium. 
Energy continues to command nearly half of all scarce 
investment resources. This share is likely to persist through 
the rest of the 1980s as the government continues to expand its 
nuclear energy program as well as the construction of the 
controversial Nagymaros hydroelectricity dam project. 
Currently, four 440-megawatt plants operate in Paks, with two 


1000-megawatt plants expected to begin operations in 1994 and 
1996. 


Agriculture: Drought Persists, But Exports Pick Up 


Weather conditions in 1987 were characterized by prolonged 
drought and heavy storm damages in some regions. Agricultural 
production decreased 1.5 percent (in constant prices) and plant 
production fell 4 percent from 1986, due mainly to a weak wheat 
crop and considerable frost damage to vineyards and orchards. 
Animal production grew, led by increased poultry and hog 
production. 


Retail agricultural purchases contracted one percent, 
apparently to accommodate increased durables purchases. The 
year 1987 brought some good news to Hungarian agricultural 
exporters, however. For the first time in five years, 
agricultural terms of trade did not deteriorate. Food 
processing industries improved the quality side more than 
production in the past few years. Agricultural imports rose 10 
percent, and exports 14.5 percent, over 1986, a result of the 
government's strong policy of export promotion. 








The outlook for 1988 is better because the 1987/88 winter was 
mild and humid. The Hungarian Government plans a 5-6 percent 
increase in agricultural production, targeting a 15.6 million 
metric ton grain harvest, 1.5 million above last year's actual 


total. Animal production is expected to increase by a moderate 
two percent. 


Finance: Hungary Moves to Adopt Stand-by 


The 1987 convertible currency current account deficit, at $847 
million, cashed in comfortably below the September target of 
$900 million, largely on the strength of a fourth quarter 
export surge and annually modulated import growth. Gross 
convertible currency debt, however, surged some $2.5 billion, 
from 1986's $15.085 billionto $17.739 billion, due to a 
combination of increased foreign borrowing, a continued shift 
in borrowing away from dollars toward yen and deutschemark, and 


the effect of the dollar's fall in value against those those 
two currencies. 


Bank officials credit an active exchange rate, tourism, and 
favorable terms of trade for better than expected current 
account performance. They reject criticism of their 
debt/reserve management policies, however. They insist that 
Savings on spreads between dollar and d-mark/yen interest rates 
and the future resurgence of a currently undervalued dollar 
will make up for the increased debt now carried on the books as 
unrealized, paper losses. Japanese bankers, who hold between a 
third and half of Hungary's external debt, have lowered their 
country credit rating for Hungary from AA to A- on the basis of 
1987's current account performance. Hungary's expected 
conclusion in spring 1988 of a one-year IMF stand-by agreement 
for $350 million, plus successful launching in February of a 
$200 million German syndication and in March of a 50 billion 
yen samurai on the domestic Japanese market appear to ensure 
that Hungary will have little problem in covering its estimated 
$2 billion borrowing requirements in 1988. 


Continued international lender confidence in Hungarian finance 
will be strongly affected by the Government's ability to meet 
its targets of a 500 million dollar hard currency current 
account deficit and ten billion forint ($200 million) budget 
deficit in 1988 as the first step in its effort to balance 
external accounts by 1990. Central to this effort are 
continued dampening of domestic liquidity and living standards, 
continued increase in exports, and the government's ability to 
reduce loss-making and subsidies among the country's 
metallurgy, mining, agricultural and manufacturing sectors. 








Social and political opposition to liquidation of large 
loss-making enterprises, however, make it highly unlikely the 
government will do more than “pare down" most of its insolvent 
enterprises, calling into question Hungarian ability to meet 
1988's budgetary deficit target. 


Hungarians hope to reduce future borrowing requirements by 
increased reliance on direct foreign investment. The proposed 
law of corporate associations set for adoption by Parliament in 
fall 1988 is expected to permit foreign ownership of shares in 
Hungarian joint stock enterprises. Initial application is 
expected to be limited to a few test cases; most Hungarian 
observers are. therefore skeptical that the new law will be 
yield significant benefits for at least six years. 


Efforts to increase western exports remain constrained by the 
high cost of imported inputs, sparse investment credits, and 
poor packaging and marketing practices. Positive current 
account balances in trade with CMEA countries work against 
efforts to increase western exports. This is because 
convertible currency clearing account volume is not expected to 
increase substantially, while increased ruble trade, to the 
extent that Moscow demands higher quality Hungarian exports, 
could cut into resources otherwise available for export to the 
West or formerly sold to the Soviets for hard currency. 


To free up resources for export, the Government is embarking on 
a policy of domestic austerity which includes a projected 15 
percent inflation rate in 1988 and 9 percent drop in living 
standards. The government is trying to assure that price 
increases following the April 1 liberalization of price 
controls and aggressive lending by commercial banks do not push 
inflation past its target, although officials are beginning to 
speak privately of end-year inflation reaching 20-25 percent. 


Concern among ruling circles over the social effects of this 
austerity, however, serves as a powerful brake on reformist 
efforts to sharply accelerate the pace and scope of reform. 
Reformers counter that the country can either pay the costs of 
reform now while laying the basis for long-term, sustained 
growth, or continue to muddle along, paying the costs of 
economic erosion by relegating Hungary to permanent stagnation. 


PART B: IMPLICATIONS FOR THE UNITED STATES 


Trade Opportunities Best in Agriculture, Process Industries, 
Transportation and Energy Sectors 


Despite its very real economic and financial problems, the 
Hungarian Government has repeatedly stated its interest in 








expanding two-way trade with the United States. Hungarians 
have always admired the quality of U.S. products and 
technology. Moreover, the recent 40 percent decline in the 
value of the dollar against the yen and D-mark and related 
Common Market currencies now give U.S. products a competitive 
edge they lacked even a year ago. Examples of our heightened 
competitiveness include 1987's sale of agricultural helicopters 
to the Ministry of Agriculture and the dramatic increase in 
1988 of U.S. bids on World Bank-financed restructuring tenders. 


To achieve objectives of increased efficiency, quality and 
marketing of its agricultural and industrial production, 
Hungary will continue to depend on imports of Western 
technology and capital equipment. Due to hard currency 
constraints and import licensing restraints, however, Hungarian 
importers will continue to press their demands for countertrade 
and long-term cooperation, which can mean anything from joint 
research and development to joint marketing in third markets. 
U.S. companies in a position to engage in such relationships 


will certainly have an advantage over competitors when dealing 
in the Hungarian market. 


United States agricultural and related industrial products 
continue to maintain relatively good potential for direct sales 
to Hungary. Best prospects include electronics production 
equipment and technology, computers, telecommunications 
equipment and technology, food processing and packaging 
equipment, specialized agricultural equipment, agricultural 
chemicals, pharmaceuticals, petrochemical production technology 
and equipment, pollution control equipment and energy 
conservation systems and technology. The availability of World 
Bank financing has made direct sales possibilities best in the 


agricultural, energy, process industries, telecommunications, 
transportation and chemical sectors. 


The Hungarian government's increased interest in workplace 
efficiency and industrial restructuring has created a market 
for managerial and production consulting in sectors dependent 
upon World Bank financing. Sectors in greatest need of such 
services include meat processing, energy safety and 
conservation, mining, metallurgy, and construction. Emphasis 
on Western export at the same time creates a continuous need 
for improved packaging and marketing. 


iit 


Recent liberalization of multilateral export controls affecting 
Hungary have moderately broadened potential sales of 
nonstrategic high technology equipment to Hungary. The number 
of items affected by these controls was recently reduced, as 
was the turn-around time between application, authorization and 
issuance of export licenses. Exporters should nonetheless 
consult with the Department of Commerce for information on 
export licensing requirements. 








Relatively Liberal Joint Venture Laws Govern Investment 
Opportunities 


Relatively liberal joint venture laws generally hold foreign 
ownership of joint ventures to a 49 percent ceiling, although 
exceptions can be negotiated through the Ministry of Finance. 
Amendments in 1984 and 1985 to the 1972 legislation governing 
formation of joint venture enterprises created a single 
corporate tax of 40 percent on foreign joint venture profits. 
They further provided several tax and customs incentives for 
those joint ventures falling under categories of activity 
defined as economically strategic, as well as tax holidays of 
up to five years. Tax incentives enhance potentially 
attractive rates earned so far by those U.S. companies which 
have already set up U.S.-Hungarian joint ventures. 


At least five new U.S.-Hungarian joint ventures are expected 
soon to join the twelve already operating in Hungary. A May 
1986 booklet, "Joint Ventures in Hungary", provides details on 
Hungary's joint venture legislation and is available from 
American Embassy Budapest's Commercial Section, AmConGen 
(Budapest), APO New York, New York 09213, Telephone (in 
Budapest): 126-450, Telex: 22-7136. 


For Further Information 


The United States Department of Commerce, the U.S. and Foreign 
Commercial Service and the United States Embassy in Budapest 
all offer a broad range of services and information to persons 
interested in pursuing trade and investment opportunities in 
Hungary. Businesspeople are invited to contact the Desk 
Officer for Hungary, Room 3413, U.S. Department of Commerce, 
Washington, D.C. 20230, telephone: 202-377-2645, and/or the 
United States Embassy in Budapest, APO New York, NY 09213 
(BUD), Telephone: 126-450, Telex: 22-7136. 
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